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Dear Mr. Caton:

On October 8, 1996, representatives of GTE Service Corporation met with the
Honorable Laska Schoenfelder, Joint Board Commissioner and Chairman of the South
Dakota Public Utilities Commission, and her staff member Charles Bolle to discuss
GTE's proposed auction mechanism for determining universal service support in the
captioned docket. GTE used the attached materials in its presentation.

Please call me if you have any questions regarding this matter.
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• lJ'uiIU oaortgai\!: SU. and federal repJators have a unique opportunity to
Cl'ftbl the rul8 of telecom comp!tition. !aeh 0' the major clockets in the "Npt.tory
trilosY" - interconnection, umversa1 MrVice, access Nlorm - must be IcldNNed in
its tum, without creatine additional problem. Of rewft\M shorifaUI to be lWOlvecl in
the other proaMldinp. Rep1ators must proceed prudently with e.ch proceeding;
once they break open the egg of competition, unrcrambling d\e result will be
impossible.

-
• UDmsnrrUlt R"Jdnc *""enta~ The FCC'. irttercomection Older wiD climiNsh

LEes' revenues that have helped support universal servb. The PCC.
unreaonably low pricinl atand.ard for unbund1tcl~rk elements and high
standU!i for wholeu&e diIcou.mI have not cmly eliminated any implicit .upport for
univcsal eervjce, but Uo haw mortally weakened LEes' ability to compete. This
hils~ i:ncreesed the problem that. new univenallervice fund is
suppotNld to addl'ML Unless the order is corr«tad to .Dow more Nuonab1e
pricinc, the Joint Board's proposal will have to add.... the OrdeJ'1 IIlift" of LECs'
DIets to interexchanp carriers, in addition to the needs of universal serVice.

• Undegnipinl ftdljties-btse4 cgmpetition: Consumers will not experience robust
and wi_pread competition through altematlt networks, sinc. few competitors will .
be economically motivated to build them under the FCC'. ruin. ('I'hj, wiD be even
truer if uniwrsal-mce funding ill inade:{uat.e.) By nKJairinl LEes to .n parts 01
their networks to competitors at below-eost rates, the FCC's pricinc rules make it
cheaper for competitors to feed off of • LEes network, rather than to construct their
own fldJities. This is puuitic competition, not real competition.

• Bedyc:ed 'WImer shoigr: Co11lUDUn'S will beo deprived of .. major choice in retail
local exchange lerVk:es, since the FCC's rules relesate LECs to the role ofwholesale
operaton. Competition will'be muted liven the LECs' inability to .gage as robust
competitors; they no longer can differentiatlt themselves from other entrants.
Regulation, not market forces, wiD be detmntning customer choices.

• ContinWnI comprtition~ A stay of the FCC's order will not deJay the introduction
ofcompetition tn the local market, since neptilltions and arbitrations are
pI'OC..ding, .. ccmtempJated by the T.lecom Acl



..

• Excttdin. statutory authoritY: The FCC has exceeded its authority under the Act in
undermining the role of those who are closest to consumers - ,tate commissions
and carriers - in introducing local competition.

-
• UpiyerMl..__: 11w soar. of a UJdven.l service pJan ahoulcl be to ensure

affordable, qUility aetYice in~t aren and to achieve rational pridns by
trantfonnins implicit support in current pric. into explIdt uniVCla1IerVke
funclinc- Support should be baNd on actual coats, nothypothetica)" u:ncferstated
colts. Regulators should not succumb to political expectience in adoptins a plan
that only loc:utel on minimJzinl the siZe of a univerul service fund. A universal
serW:e plan must be sufficient to attract continued telecom investment in hiF<o.t
commW'1ities.

• CoJmn'cbtotiD.,.: To ensure the deliWtY of universal MrVice to consumers, the
Joint Board thouId recommend, and the FCC should adopt, • comprehel\sive
univenal tervic:e plct tMt .ddrases both interstate and intrastate aspects•

. .
• 6IfRtdaPiHtx: The Weral plan ahould work topther with Ita. plaN to ensure that

the price CONUJnerI pay meets anationalalfordability objective. To n'Wntain this
price in a competitive muket it should..blish a realistic: compensation
mechanism for Carriers of Last Resort (COLRS) that provide universal.ervice.

• PrtsI ttpalt for COJDI"'iticm: Univeru1 MtVice policy wiD let the price caniers He

when they provide bale local service - the sum of the affordable price and the
support. This m1llt be set at the riFt level to Mnd the correct price signals for
market entry and investment in new technology-

• fundin&= Funding should be through a competitively neutral end-UHf IUl'Charp on
aU telcom retail aervices.

• Alldion ftnelit!: Once the initial cost-bued fundinl1nel is determined, a
competitive 1*tdinS process should be used. to designate COUU and detlmnirw
support levels. This would replace the current delMte over universal service cost
With a market mechmism. Auctions would provide a mans for correctinC Illy
erJOn jn the initi&l coR-baN support levels, and would Idjust automatlcaUy over
time to chan... in cost or in the basic NrYic:e definition.

• COLB obljptisym: To e\8U1'e that aU customers are~ support ImlSt be tied to
• tervb oblipticm. But, unless aU COtRs file. the sUMobliptioN, cOlllpRtion
wnt not coexist with a sustainable universal MJ'Vic:e plan. Consumers will be more
1iIceIy to have a choke among service providers in IUp-eost areu if support is
available to any carrier willing to undertake COLR NSpcmsibUitia and succ.slul in
HC1Iring COLl sbltus in an auction.



• Statutory consisteng:: The FCC and the states have the requisite authority under
the Telecom Act to adopt and implement the provisions oiCTE's universal service
propoaL

• Rtlipptll?l1Cik'!ll!!rwfttp: Consumen would lIeneftt from • ratioNl, ecOftCm\kaUy
elfident, uniform pridnI structure for ae:eee. charps, 1II\bu.nd1ed elerMne., Ntale,
a1\d Iaca1 HfVice. For example, the sum of prices rw un1landled .....b should
reMOn.Iy reemble their bundled service equivalents. With such a pricing
structure, competitors would receive corNet price sipIs for market entry and for
"make/buy'" deci.tions, and help prevent "rate ahoppinc."

• LinlsgI tp uniymtlle01c;e; Removing implicit support in exiating IICC-. rata and
tranaIonNnl them into explicit .upport al nquire<l by the Telecom Act would help
eIIS1Iftt continued -delivery of uniwrsal terVice to consume".

• NtwI fAr fIt.RltjJitx: Consumer needs would 1Je better met ifLEes have the same
IlexibiIity in pricing and plcbpg ofacceH lerVices _ competing provideni and
there no kmpr would be any justilkatkm for pNlCriptive ace... rules.

0"t'E~c 0Nft.t.11O...
0c"IM&R 'OM
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1.'ACTIFTMIITE8CINNlC"11ID•••GTE
This analysis reflects GTE's local and access service business as if it were being sold at the
FCC's proxy prices specified in the order. It demonstrates the extreme wholesale discount
when using proxy prices for the sale of network elements. This 'analysis excludes toll revenue,
even though it will be indirectly impacted by unbundling, with reductions in contributions that
currently support universal service. This is ~.Iorecast of revenue losses or market share.

ANNuAL REVENUES CURRENT FCC LOWER lIMIT FCC UPPER lIMIT
Local service Qnc. SLC) *3,910,803,000 3.218,8n,OOO 3,385,886,000
Interstate access 592,671,000 105,314,000 188,530,000
Intrastate access 796,180,000 120,756,000 217,229,000
CMRSaccess 80,000,000 26,000,000 26,000,000
CClJRIC pnterllntrastate) 1,827,113,000 0 0
TOTAL $7,206,767,000 $3,470,947,000 $3,817,645,000

,
,,,,,,,,

ANNUAL RevENUES CURRENT FC£ LOWER LIMIT fCC UPPER LIMIT
Local services pne. SLC) *456,752,000 365,575,000 385,491,000
Interstate access 67,566,000 13,291,000 24,98t~OOO

f
Intrastate access 45,741,000 6,406,000 12,040,000

; CMRSaccess 11,266,000 3,661,000 . 3,661,000
CCURIC pnterrmtrastate) 234,180.000 0 0
TOTAl $815,505,000 $388,933,000 $426.113,000

c.-..rt
ANNUAL REVENUES CURRENT FCC LOWER LIMIT FCC UPPER LIMIT
Local services Qne. SLC) *59,782,000 96,734,000 100,712,000·-
Interstate access 15,956,000 2,n9,OOO 4,795,000
Intrastate access 34,332,000 3,353,000 5,785,000
CMRSaccess 1,028,000 334,000 334,000
CClJRlC (interlintrastate) -, 82,486,000 0 0
TOTAL $193,584,000 $103.200,000 $111,626,000

1!..6SIII"'1IIl
ANNUAL REVENUES -. CURRENT FCC LOWER LIMIT FCC UPPER LIMIT
Local services Qne. SLC) *175,623,000 133,552,000 140,832.000
Interstate access 34,522.000 4,9n,OOO 9,079,000
Intrastate access 28,235,000 4,326,000 7,886,000
CMRSaccess 3,827,000 1,243,000 1,243,000
CCURIC (interfmra.tate) 81,501.000 0 0

-'
TOTAL $323,708,000 $144.098,000 159,040,000$

.AdjusIed foravoided cost,of ,7% ,pealed byFCC

GTE Ta.e..HONI: O....ftAnONS
OC'ftlOC" IQGO
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KeyElement PO/,CYOb/ec{lv(} PrcselllSystelll eTEProposal

t. What is universal • Pnwkte IIordabIe • Vote gade access to • Presett service plus single
seNte? ICCtSS to IeIecom public network party Ine and touch tone

selVites in aD regions • White page listing
of the nation

• Access to operator and
diret10ry assist.

• kcess to 9111E911

2. How wiJ1 universal • Develop specific, • Explicit charge to IXCs for • Surcharge on an retail
service be funded? predictable, suff~ient USF telecom services (state and

and cOrJ1)etively- • IrJ1)Iicit support in lEe interstate) for new
neutral funding rates (access, taD, wWersal service fund
mechanism that business, vertical services)
charges aD telecom
carriers

i
3. Who is etiglJle to • Maxme cOf11)8tition • Incurment lECs • Arty carrier certified by

( - co""", for universal by giving more carriers state to be eligible to bid
service support? an opportunity to ('fitness· reqrmnt.) and

provide universal receive support if
service successful

4. How willcarriers be • Develop competlivefy • Incumbent lECs in own • Incumbent lECs inftially;
setected to receive neutral process to serving area carriers then wiD bid for
support? select universal service amount of support needpd

providers to provide universal service

5. What are the • Ensure that all • Incurment lEes must • COlRs must be prepared
obligations ofCOLRs? consumers in high:eost provide setVice to to provide defined service

areas have affordable customers in service areas package to any customer
service in bidding area for 3years

6. What area wouldbe • Target support to areas • Existing study area (frozen • Census block group (COO)
the basis for receiving that are most in need as of 11/15184); USF cest estimates anew
support? based on study area targeting of support

average costs

7. What are the relevant • Align support levels • Average total costs of • Use cost model to allocate
costs ofproviding with true costs subscriber loops actual costs among CBGs
universal service? within study area

8. How witllow-income • Ensure that aR • UeUne and link Up • Credit to offset consume(s
i consumers afford consumers have America programs bill (portable among COLA(
'- universal service? universal service and non-COlA carriers)_
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IIltllJ!.lI"H'II
-GLECpetitions stale to hold
aucHon for selected C8G(s)

'State qualifies bidders
'Stale holds auctions twice yearly
'State establishes maximum
support rate

tCllITiers withiJ certSin percent of •
Jo·west bidbecome COLRs

'Highest wmng bid detennines
level 01 support for COLRs .

·WimBIs have COLR obligations
for set period (3-5 years)

-Market fotr:eS '""".,c/llJlll11lbiddown amount •
ofsuppott over fine

-------------------~
"

,.."T1nddl
(set byFCC wlJolnt Boald input)

-------------------~

, t ..,..",..,
4

-------------------~

oS,.,.._ + ..;.I.;..;.;;;Wl;;.;IS;;;,:;;;.;....-__

local rates or f
conftxJe fInIiJg up ID
MoIdaM~nn~ ------------------- ..

GBQ ',,- (high cosU
-FedeIII flIld to
SUppaft 1lnshoId

-FedIrIf , State funds to
AffordabiIty Ttveshold

GBG =a: (fid1 cost)
-FederIIl State kI1ds to
AffordabiIty Threshold

GBG =c- (med. cost)
-State ftn:t b Local Rate

GBG V (low cost)
-No a4JPOft reqtited

...

-r..., Ih1esholdsgive FCCISlates glfJlter
conItoIover size &cfstrlJulion of And!

·AclIaIcost. cIaHUIdamong CBGs help assure
"explcltandsutllcienrcniversaJ service supporl
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How Bureaucrats Rewrite Laws

The FCC's rushed, rwtmehist rewrite of the telecom
munications law is based on a hypothetical pricing scheme
that only aft armchair economist could love.

Mr. DihIIio " professor of politics alief
public II/feiTs at Princeton. dirertor o/the
BnIGIriItIJ CMI«r for Public Maoogmrmt
",." III(jucl /dIDfIJ at the MUlthllUnrl Illf/;'

leqed the FCC In court. arrulnr that the
FCC'I....constitutes an uncompensated
tUJnr uader the Ptlth Amendment by reo
quirtnr diem to sell their services at below
actual COlts. '!'be order. they claim, would
aImaIt ...., enervate competition 'by
per1IIItCIIIr Ioftr-dIstance rtants like AT&T '
to _ .. local phone networks at huge
cIisc:rlu8b-u Iron1c potential outcome In'
cIeId IiftIt how .11 this began In 1914.
Moreo¥er. DOt Oldy rtants like AT&T but
IIy ., IIIaM arbItrare artists could enrich
thelDltlYel at the expense of consumers on

'1IIe spreIIl between actual operatlnr coSts
and tile pr1ea set by the FCC. In response
to the suit, • federal appeals court ordered
a~ ltay of the FCC regulations
... .........1arguments In Ihe case
tOllllllTOW. •

At artCllllt press conrerence, GTE's se
nior YIce .......... and reneral counsel,
fanner U.s. Attorney General William P.
Barr, denaanded to know Why the FCC be·
IIeves that It II better .t making decisions
-for 51 Ita... than the state commissions
are, .. have done this historically. \\Iilo
have all tile data that are relevant 10 the
ltate IIefcn them.• .

AMOckerJ
But wIIttIIer or not the FCC Is wl*er

than tile ...... and rerardleSl of who Is
rtrht alleut the eeonomlcs 01 the case, the
FCC bumlIIcrats' order moclts key pnivl
sIou of a .......tlcally enacted law. The
JlCC's actJon II at odds not only with the
text.........t.ndlng 01 "how a blll be·
COIIMS law: but with the first principles or
limited pYtnInent .nd American consti-
tutionalism. .

1'IIe JlCC's Ktlon should serve to reo
mind _ that the devolution and deregula
tion eI redInI_hortty are always In the
adm delaUs. On telecommunl'
catlona. and almost every other
maJor 1Isue,IIIc pernment Is t1,le admin'
Istratlft ..... In which judges and un'
electM olI1cIall, and not the elected retl~e

seAtadvts who deltate and enact the laws.
pemus In.

t f ,n

Til 1(0\1

'( •• ';1":'r~ ::tP:l..,:...''f,.'__ •.~

V&:f~3." .....,j ~"4 ::"t.•... :::.
,(t.~ ... ,,'.r-.. ;.' p~~.~-tt.~.:.',]r-.p

, .~
ih~ 11... .,~~;;l

latum and ,tate public utUlty commll'
siontn will be drawn Into state debates
on how to eDSW'e a 'level pIayInr Deld for
competltton' amonr thole nnns seettnr to

, proride local and hltrutate telephone HI"
Yice." The major ltaltlel, the NCaA pre
dicted, would be over the terms eI price
and latemlImection acree-nts. Tete
phoM company riYals CGUId be .xpected
to 1aIIlty 1'OYt1"llOl'l. uUHt, CtlIlHIIiuIons
and alate JtrIaIatures In sealda 01 allies.

But WItIaIn six IIlGftthI eI the law', en
actmeat, the FCC dedaftd a ¥ictor In the
"teIewars In the states"-namety, Itself.

The COIIIm1uIon pnlduced .....pace doc
IIInHt "......,....., preIUIIIptIyt nat
tIeuI ,...., ItaRdardIIn local t......
mart.... The FCC insists that IIIe order II
aeeessary to pry open local marketa to
loRc-dlstaAce carrI·
ers Ilkt AT&T,
small firms like
Teleport. ... callie
ud wIrtIeIa compa.
nIet. OtMnrlse, the

. conunIISIon asserts,
incwIlbeIIt Ieca1 c....
rIen lilt.· the Reo
rtonal Bell Operat·
Inr CoInpuIel wHl
remaIn latwlntrallle
to real campeUtlon
u pott8tIaI en
traIlts 10 IIItrutate marItetI art forced to
contend with 50 dillerent, tocaUzed ltatt
rerulatory rertmes.

But the PCC's rushed. .....Rchllt
rewrite of tlJe telecommunicatlou taw Is
based GIl a hypothettc:al prIcInr IcheIne
that GIllY .. armchair ec:onemIst could
lewe. In Its IIundnds 01 pares of national
rerulatory dictates. the FCC almost com'
p1etely Ipores the actual costs th.t local
companies Incumd to create the system.
and the rertona1 and other variations In
how they operate.

On Auf. 21, GTE CorJ. and Southern..,.... .,..-'-.. -.. ..."

monopoly and the creation In 1!114 01 the
seven rectonal -Baby Belts.- The btlklrn'
Inr ceremony, the first ever held at the lJ
brary of Concress. was draped In symbol'
Ism. The prestdent slmed tile btU with a
dlrttal pen that put Ills strnatweon the In
ternet. On a TV screen. comedian Uly
Tomlin played ller clusle te1epbofte c0m
pany operator Ernestine, openlnr her skit
with "one rtpbyle"lnstead of-one rtnete
dlnrte."

Durlnr the debate 0YfIr the btll and for
weelts aRer Its enactment, the preu
played up the law's social-pollcy side-

shows, lUte the requirement that aioIt
new teleYision sets contain a "V-eblp" tn'
abUnr parents to IocJl out prorrams
deemed inappropriate for dd1drell. But
Its true slmIficanee lay In remevlar ltar'
riers to competition In the telecomlntlnl·
cations Industry, and devolYtftr 1'esJIOftII.
blllty for remalnlnr reculatlon to the
states. WhIle Its 1ancuare Is often tedml
cal, you need not lie a telecem Juntde to
undentand the letter of the law or the
record 01 Door debates In eoncreu.

For example, Stctlona 251 and 2SZ eI tile
;, law promote compellt"" In local telephone

martets, expressly rtmr alat. commis
sions authority to decide. fta I alrlctly 10
call&ed, cue-spectltc: process. what constI·
tutes -'ust and reasonable· rates. It al·
lords the FCC .... nit wbataom:r In set
tlAr local exebanre prices: ·NothlRr In
this chapter shall be constnaed to apply or
to (lYe the CommisshHI lurtsdldIon with
respect to • • • charps. elaatltc:.tlons.
practices, facl1ltles, or rqutatlons for or hi
connection with Intrastate COIIlIIWnIcatIon
servlee••

TIle law'., devolutionary lancuare and
dere(Ulatory Intent wu so clear that
rrouPS such u the Nat.lonal CouRclt 01
Governors' AdYlsors quietly produced re
ports advt,lnr key stale and local declsloD
maters to prepare for "telewars In the
states." Soon, one NCGA report on the law
p..nlafftlilft ....,.".,...... "'n..... ••~ .

By JoHN J. DIluLlO JL
. As the hIstorIe lNth Concresa draws to

a dole, reholars have mady bqun to
dettale ttl leciIIattYe rec:onI. Some stress
that the Om RepublleM Conrms In feur
deca&tes enacted lewer mljor laws tball
any CoItp'ess sM the end of World War
U. Others respond that It wu onJy nltW'lI
that a new CORSef'\'atiYfl Concresa com·
mitted to restralAlnr the post·New Deal
rise 01 national pemment actlYlsm
weu1d pass fewer btr"lOYemment bills.
Ultewlse. while some Interpret President
Cllaton's bri(ht re-electlen prospects u a
neratlYe referendum on the GOP·1ed
House and Senate. others focus on how
RepUlicans ended up SC!tUDr the arenda
on evel)'thlnr from balancmr the budret •
to welfare reform.

For at least two reasons. however.
both sides In this earty wlr 0YfIr the
IfHUl's htltor)' are nrlnr Intellectuat
blults. One reason Is that It Is not yet
clear how IIlUdI 01 the Jerlsfatlon win
stick poIItJcaIy. For .xample, Mr. CUntClll
has .... plain that, If reelected, he
p1aAs to -Ox· the new welfare law. And
should the House fall to the Democrats,
ultr.liberal committee chaIrmen wHI
move quietly to undo mucb of wb.t the
Republicans ctid Jecislat1Yely on wellare.
crime, lmRtirratlon and mere.

TIle other and more fuIldlmental rea
son 11 that, no matter what bappens In N~
vember, it 11~ no means certaIn that the
laws passed by the Repubtlcln Conrress
oyer the last two years will survive admln·
Istratively.
Bureaucratlc Wars

Victories won on the le(IsJative battft.
Reid .re routineIJ lost .. the for of ....
reaucratIc: wan ewer what the taws meu
and how best to Implement them. One 01
mlftY receltt examples Is how the Federal
Communkatlons Commlssloll has already
rirtualy rewrttten the Telecommunlca·
tlons Act of 1&.

On Feb. I. Presldent ClInton slmed the
elrst major rewrite 01 tel«ommunlcatlons
law In 62 years. To many observers. the
act retwesented the culmination 01 a series
of poI11Ica1and judJclai decisions that be
ran In 1'74 when the U.s. Justice Depart·
ment IUed an aAUtNlt suit Iramst AT&T,
Ieadinr to a breakuo of the old teleohone



F S nOf'!<r:T c'UNDS TO CHOOLS LJ V ••L..! ILECOPYORIGfNAL
Implementing the Snowe-Rockefeller-Exxon-Kerry Amendment

• Requiremellt
Section 254(h) of the Teleconununications Act of 1996 requires the provision of teleconununications services at rates that are
deemed afImfable to schools, libraries and health care providers. The Act also calls Cor a specific, predictable and sufficient Cund
to reimburse carriers. The Act does not specify a mechanism for implementation.

• Recommended Pia"
To meet the requirements of sufllcient and predictable. the iaduItry iDitially recOlDlDtnded a "fuDds to schools" approach that
would provide vouchers to schools that could be used to obCaIa free aenica from aayttlecommunkations service provider.
R~ establilbiD, fund or about SI biUtOD a )'eWfrom. wbidl wuchcn ... clllributcd. aad would piKeCODItraint on
amouatoCl1le.-via:a lballd1oulllDlyobtala at about $10.000-12.000 pa")'eW (125.000 ICbooIs at S10K equals SI.25 biUion
annual fund). Schools in rural and low hlC:omc areas would rctd.., additional fundlDa a1:Kwe SIOK limit to ensUfC equity and
prevent situation of "hava and bave DOts." Contern is tbatwidloutlOmc constrainta (i.e.. if schools could obtain free services
and there are no limits on the services they can obtain). cost to be borne by COUun.-l could far exceed $1 billion per year, and
industrycould DOt accurately predict a fund level that would be suflicieot and prediaable.

Because ofconcerns expressed by educ:alionc~nity with vouc:bcr plan, the iDduItrybas proposed an alternative plan based
Oft aslidiDgdiscount. Under that plan, services would be offered at3o-7()4I, discou_ with. cei1in, 011 benefits of$12,000 per
scboo1 per )'elf, and diseounts halved to 1S-35C11 OR additional senites up to $25,000. Discounts would not apply for services
beyond $25,000except in extremecases. To ensure ratea are affordable for schools in rural and high cost areas where tariff rates
may be verybip, discoums would apply to bencbmark prices in lieu of actual rates. and LECs could rc:eeive reimbursement based
Oft Ibc di8'a'eIlc:e between tarifl'rates imd the benclunark price. To CPSUfC that benefits accrue to thole schools not ya connected
to tbcinfcrmatioa inhstnJeture, rather Iban to sdlooIs that CIIl afford aDd have airad)' bclcu c:onnected,tbe sliding discount would
be phIecd in over five years for uj.stinl secvices (the fuU discount, with a cellin, on the bencnts to be received, would apply to
all Dew services).

~ Eligible Se1'l'ices
Flellibility is important. Rules should notllllldate deploymcnl of speciftc tec1ulolou or services. Specifying a particular
teehnoloaY or lIa'Vic:ea might conflict with what schools already have, or willi exiltinlltate plans. Schools are at different stages
of technology deployment and have different needs, aDd therefor should be able to choole from any conunercially available
regulated services.

• Inside WiriI,g
Queation of whether FCC has jurisdictional authority to require LEes to wire classrooms, since inside wire is not a regulated
telecommunications service. As a practical matter, few LBCa are any longer involved in the inside wire business. <;ost of
providin, COIIIICCtions to cvc:cy classroom would lfCIlly escalate size ofUniversal Scnice Fund (about 125,000 eligible schools
times industry estimate o($SO,OOO-100,000 per school equals $6-12 billion just to wire classrooms).

• Use 0/ TELRIC in Determi"in, USF. Reimbursement
1napprqJriale and probably unlawCulto use iqJuted costs (i.e., beoc1unark coat model) to determine basis for reimbursement from
UniYmal8a'viceFund. Difference between tariff rate and rate for school. should be basis for reimbursement. Any shortfall in
n:covery(i.e.. if fund is not "suffICient and predictable") might fall upon statea. AlIo, usc ofTELRIC IS basis for rcimbusemcnt
would create administrative nightmare, with aU providers having to perform cost studies and file tariffs for services in every
jurisdictioll in order to be competitively neutral.

~ Ubraries a"d Rural Healtl, Care Providers
Have similar needs and require similar plans to schools. Approx1mate1y IS.OOO libraries in nation; estimate they would increase
necessary fund size about 10% over what is required for schools. No estimatCl available for hoalth care providers.

• KiekStart I"iliative
The attached pages show the estimated cost ordq)Ioyinl and gperatina acomputer infrastructure in the lIation's public scllools
under two different scenarios. A study performed in 1995 bylbe United States Advisory Council on the Nationallnrurmalion
~""ows that connectinl schools to the public switdled network is but one ofany COltS ofequipping schools with
computer technology. Depending on the "model" chcJIcn Cor teehnolosY deployment, the COlt of CODDCCtiDI scboo1s would be
between $770 million and $1.88 billion Cor initial deployment, and $600-980 miUion a year Cor annual operating costs,.JIQL
including connections and linkages (i.e., inside wiring) within the school.



Cost of Deploying and Operating Computer Infrastructure

K·12 Public Schools· "Laboratory Model"

Initial Deployment Costs· $11 Billion

"AJ''''!'
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- 7% • Conneclon to SChool

- 12%· Connecllona ... LJnIlIigM wi'*' SChool
_ 34%· H SoItwIre... RetroIItIIng

r::::::J 19%· Prof iclneI o.lIopmentn SUpport

- 20% • Content ... Sublcrlptlon ChIIrgea

- 8% • Syallml Operllon ... tMInten8nce

(

Annual Operating Costs - $4 Billion

31%

- 15%· Comeclon to SChool
.. 5% • ComecIIona ... LinkIIgM wIItin School

- 17%· SoItwIre... AelroftlUng

CJ 31% • Prof iclneI O....apment ... SUpport

- 26%· Content Md SUbscription Chwges

- 6% • Syatem. Operllon ...MeIntenence

Single laboratory room In each school wiUl25 computers; ethemet LAN In laboratory; 10 telephone lines.
Deployment accomplished over 5 years.

Sowce: l<lckS_t 1nIIIiIIw; ConMc1Illg America'. CcmrnunItIes to the Infornlllllon Suf*hIghway.
UnIIiIds..... AcMaory COunoI an the N.. lnfonMllon lnkMtrucue; 1995.



Cost of Deploying and Operating Computer Infrastructure

K..12 Public Schools· "Classroom Model"

Initial Deployment Costs .. $47 Billion

. 61"

1."

""

• 4% • Cono"leClol, to School

• 13%· ComecIaIi Ind UnkIlgeI wIlhIn School

• 61% ....... SoItWw.1nd ReIroII\tIng

C 14%· PfoI..1oM D..-Iopment InCI Support

• 14%· Content end Sl.Ibscriplion Chlr9"

.4% • Syawna Oper"'" ni~.

Annual Operating Costs .. $14 Billion

• 7% • ConnIclion to SChool

• 12%· Connecllc:N Md~ within School

- 34% • HIWdMr•• SoftwIr. end Relrofittlng

CJ 19'%· Prot..1oM DewI....t end support

- 20%. ConWit end SubacrlplIon ctwgea
- 8% • Sptema OperlllonniMlilntenence

All classrooms have 1computer per 5 students; ethemet LAN comectlng aI classrooms; T·1 connection.
Deployment accomplished over 10 years.

Source: Klck6t1ft 1nItiIIIY8; Connec\IngArnelir*. ComnmltieI to .... lI'lformatcns~.
UniledS'" AdvIaory CounclI on 1M N8IIoneIlnformatcn InfrMlrueture; 1••
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Statement of Paul R. Milgrom
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I. Introduction .
DOCKETFILE COpy ORiGINAL

This statement presents a proposal to conduct a series of auctions to identify

which firms should assume universal service obligations in each geographic area of the
,

country and at what support level. A property designed auction mechanism is a

relatively quick, objective and straightforward market process that replaces more

elaborate, subjective and opaque regulatory processes to determine the '"who· and -at
. ..: - .':'- - ~- - ~

what price" of universal service support. What I suggest below is a flexible plan to
. ~. .

.
implement auctions over time in those areas where circumstances permit their use.

'0.. : ... '. _ ~,'

. .
.~ ." ~

As will be apparent from the discussion below, the Commission confronts a

number of trade-offs in designing an auction. The comment period in the Commission's
. '.

Notice is not sufficient for me to recommend to the Commission the optimal way of

making those tradeoffs. For that reason, this statement should be considered an outline

describing some of the main features that should be included in a COLR auction, rather

than as a final, fixed proposal.

-
'Nhen there are two or more potential carriers of last resort (COLRs). auctions

have several important advantage over industry cost models as a means of

determining the support p!lyments for meeting universal service obligations. First. an

auction uses an actual market process to set support levels. That is desirable not only

to avoid the controversies that inevitably ac;company cost modeling and estimation but
.

also because even the best cost models are both biased and incomplete as a basis for
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setting support levels. Support payments based on cost models overestimate the actual

level of support needed to attract a eOlR when the lEe technology and facilities

locations on which the models are based are not the least cost way to meet the eOlR

obligation. Also, when the lEC technology is the cheapest way to meet eOlR

obligations but competition in the provision of services is desired, support payments

based on LEC costs may be too low to attract and sustain the desired competition, or

perhaps any competition at all. Further, it is reasonable to assume that the firms' actual

bids will be based on even more detailed cost estimates than could be reflected in an

industry cost model and will be reducecl to reflect the profit opportunities on any
\ ' ..

. incidental or complementary services that the firm expects to sell along with basic
,. - - ....... "

services. No model that the Commission could plausibly imp.lement w()uld include so

'!18ny factors .orbe based on such detailed cost analysis as the bids in an luction. {

".- .'_., ' .. ' .r _

A second advantage is that auctions can detennine how many COLRs should be
." .; ...

supported and who they should be. Competition among potential COLRs can be of two
. "' .. -", ..... t.

kinds: ·competition in the marker - in which several carriers accept COLR obligations'. , .
... J ... ,. -, •.~.

and comPete to acquire subscribers and the associated support payments - or

·competition for the market'" - in, which companies bid for the right to serve as the

.exclusive COLR (or .s one of a limited number of COLRs). ·Competition in the market"

is likely to lead to more Innadtive"'and responsive service to consumers and to reduce

the severity of·h~ up" problems that come frOm reliance on a single supplier.
, .

However, cort:'petition in the market can also result in duplicated facilities costs and
. ' l

burdensome support paYments that necessitate imposing surcharge. on other

communications services. Competition "for the market- in a traditional auction can lead
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to lower support payments as the bidders vie aggressively for the exclusive (or at least

limited) right to serve as a COLR, reducing the burden on other services. Auctioning a

fixed number of COLR designations would require the FCC to determine the fixed

numbers: it must decide how many COlRs to authorize in each area. That

determination would be a difficult and costly one for any regulator to make wen because

it would require extensive and reliable cost information and, possibly, market and

technology forecasts.' By contrast, my proposal permits the number of COLRs to be an

outcome of the auction itself, as auction participants place bids based on what will be

inherently better cost information and on what they believe is the best information on

future market and technological developments. .
'.~_. ~. .. -'.. :" ... "'" '" ... ~.... :.... ~ ~.... -.'-,.,-!':,'..~~.

. .
Third. by establishing actual market prices for universal service in the various

service areas, the auction provides useful i.nformation to potential entrants. Market .

prices are useful for determinirig which markets may be ripe for entry and what cost

targets need to be reached to make entry profitable in these markets. COlR auctions

would also be likely to generate statistical information about service costs that the FCC
, I. • ...' ~

might find useful in other proceedings and at other dates. For example. the FCC might

use the auction results in markets with substantial competition to assess standards for

. LECs in regions where there is no competition.

I note that the recent Telecommunications Act appears to be largely premised on
the presumptiOn that the benefits of promoting entry will usually outweigh the costs.
but the extent of entry will still vary among service areas and the auction design
needs to be cognizant of that.
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Another important advantage arises when service areas are re-auetioned over

.
time, as I propose. A series of auctions allows the support payments to respond to

changing technologies, population densities, and other factors. Probably, there will

initially be some geographic areas in which only a single COLR operates but for which

changing circumstances will eventu~lIy make competition among multiple COlRs

feasible and desirable or in which reduced costs call for reduced support payments.

The audion system can respond flexibly to changing circumstances, allowing entry to

occur when the time is ripe and encouraging support payments to faU in tandem with

the falling costs of service.

The auction proposal developed h4!re calli for ~~i;.d tender ~uctions "that ~o~ld

~lIow multiple COLRs to be selected if tI:1e sev.,.llowest bids are close enough

together. The support levels would be the same for each COLR serving an area and

would be set equal to the highest accepted bid.

This is a novel auCtion design~ construded to meet the novel challenges posed

by the universal servie. context.-VVhile the FCC's'sirriultaneous multiple round auctions
. . .

have proved them~ves to b8 effective for the spectrum sales with fixed numbers of
.- ~.,. ~

Iicens~s. I shall argue that such a design is less well su-it~ 'to determine the extent of

competition that should prevail among COLRs in each market area.
It-

Section II of this st~tement examines theoretical considerations that apply in

designing an auction to determine the amount of support and the level of competition
. -

~

simultaneously. Section III contains a specific proposal and a discussion of both the

basic auction design and related practical details.

;.
\.
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It is important to set realistic expectations about what a good auction design can

-
and cannot achieve. Most importantly, auctions cannot resolve all the problems that

may arise when there is a single facilities based universal service provider: If a single

COLR with large sunk costs is the inevitable practical outcome in any particular

geographic region, no auction, however cleverly it may be designed, can substitute for

effective continuing regulation of the monopoly COLR.Z

Second, an auction system cannot be effective unless the bidders have

something to win. If one allows providers other than auction winners to provide basic

service with support from the universal service fund, then that eliminates the bidders'
... '. .,,- ...- : .:

incentives to bid for a low support levels,3 leading to undesirable increases in the
. ~ .. .

.". .. . '~. ;,' '" . ..... ...

surcharge needed to fund universal'selVice.
.. ~ -i ..

.........""

Z

II. Principle. of Auction D••ign forCOLR Obligations

The COLR auction design problem is characterized by a number of special

features that distingu'ish it from other government auction design problems. First, in _

contrast to the spectrum aUdions, the market structure in a universal "se.:vice auction

".

If an exclusive franchise is efficient but large sunk costs are not required, then there
can be effective ·comPetiti~n for the market- each time the franchise is available for
aUdlon.

" .An auction oouid conceivably be designed in which the winner receives a cash
bonus but no advantage in the subsequent market competition. However, our
analysis in section II implies that such a scheme is never optimal. •
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would vary from are"a to area. as determined by the auction results.4 ConsequentlyI the
- .

number of COLRs and the amount of support must be con$idered together in

evaluating the performance of the auction. Second. to promote efficient competition

among COLRs. it is desirable that the level of support in any area be the same for all

COLRs. A -discriminatory- auction in which different bidders receive different levels of

support. though useful in other settings. is to be avoided because such discrimination

would distort subsequent market competition among COLRs.' Third. if the proposals to

use very small. homogeneous service areas are adopted. then the number of universal
."

service areas is likely to be very large. making the administration of a complicated
-........ -:., .. ,

j • ~ . • ..

~..... ,...., ,~

.-. , ... .:" .-.c.' .-'

auction potentially quite costly for both the FCC and the bidders. Fourth. there is

enormous unce~inty about the initial level of interest in the various COLR service

areas. making it important to design an auction that discourages collusion in case the

number of interested bidders in many areas is just two. Finally. because the bidders are

undertaking an obligation in exchange for a payment On Contrast to making payments to

acquire licenses in the FCC's spectrum auctions). more attention must be paid to
'. -, • - ~; l ~ , ~ .. • . :.

ensuring that bidders are qualified and motivated to perform as promised in the auction.
.". ..... ". _." J.". , •. ' ';, • •••••

The mathematical arialysis of this section accounts explicitly only for the first of

.these differences, but the way the mathematical results are applied takes some account

"

In the pes auctions. the market structure was detennined primarily by restrictions
on the amount of spectrum that individual licensees.are permitted to control. These
restrictions were the same for all areas of the country. -

)

5 The US Treasury uses a di.criminatoryaudion to sell T-bills. but the individualized
prices in that auction do not distort subsequent competition because ttle bids
become sunk costs before the buyers engage in resale.

(

~.

i
1\
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of the second, third and fourth differences as well.' That is, we seek an aUdion design

-
that is simple for the bidders and the administrators. that generates uniform levels of

support for all COLRs in a market area, and that is resistant to collusion while still taking

proper account of the benefits arising from competition after the auction among COLRs

in the market.

To derive principles to guide the design of an auction for carrier of last resort

obligations, I first consider a scenario in which there is jUlt one region in which

universal service needs support. The main problem in this scenario is to use the bids to

determine how many COLRs.there should be and what level of support to pay. The

principal qualitative finding of the analysis is that the auction outcome should specify
;"-;~ r .; ', .•,•.

that the COlR obligation is shared only when the bidders' service costs are sufficiently .

close. This may be reflected by sufficiently close bids in • sealed bid auction. Of course.

the detailed quantitative conclusions of the analysis, including how many COlRs to

authorize for any particular cost or bid levels, depend on the detailed assumptions of

the model, but the general conclusion reported here is sufficient to help us distinguish.·

some poor auction designs from more desirable ones. For example, I find that multiple

round auctions such as those used for the pes auctions, even in the trivial case where
. ,

there is just one COLR service area for sale, cannot generally implement the optimal

...

• The last difference is a matter to be solved primarily by pre-qualifiC8tion of the
bidders and by specifying that the support payments are made on a per subscriber
basis rather than by lump sums <at least when there is competition in 'the market). It
is not a matter to be resolved directly through the aUdion design.
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auction outcomes, but that certain sealed bid auctions can implement the optimal

outcomes.

The theoretical analysis cannot specify how many COLRs should be assigned in

any particular situation, but it can identify the relevant considerations. Generally, the

number of COLRs should depend on the gains to increased competition in the ensuing

market. the magnitude of the dupncated fixed Costs (greater duplication favors fewer

COLRs), the differences between the COLRs in the levels of their variable costs

(smaller differences favor more COLRs), and the social loss associated with paying

unnecessarily high support payments (larger losses favor fewer COLRs).

• • .-.':...• , .••,' ~.,~ -.. :~ .•~- .,,_ r··'····! ..... ,.·~~·
.. -: .:'- ~ .•- _........ _:W~! ;.~_~. _

: ~.:. •• ~.. : .: ," ... 1-- ~. .. _ • :. or -' - •

An Optima' Auction
'. . ... -.

(
.-, ,'" I begin by assuming that there is justone region for which universal seNicemust r"

be provided (or where there are multiple regions but each is independent so that a .

commitment to serve one does not affect the cost of service in any other). The main

problem is to use the bids to determine how many COLRs there should be and what

support leVels should be paid. Alternative auction designs are compared in this exercise

in terms of a social objective which balances the desires (i) to encourage competition

. "in the marker In order to promote better and more innovative service to consumers. (ii)

to have service provided by.the providers for whom the actual cost of service is lowest,

and (iii) to hold down the.support levels that must be paid. since financing those

supports distorts other economic decisions. The constraints in the problem are that the
,

bidders are assumed to behave rationally. entering the auction only if they expect to ,(
.\
\
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profit by doing so (the "participation constrainr) and bidding to maximize their individual

expected earnings given the strategies of the other bidders (the "incentive constrainr).7

I make the simplifying assumption that the fixed costs of service are the same

across bidders.' Also, at this stage, I assume that at least one COLR must be selected

for each area.' The solution to this problem can be characterized using the methods of

optimal auction theory. to

The optimal auction problem is to choose the rules and the behavior of the

bidders. subject to the constraints described above, to maximize the foHowing three..

te~ objective:

\.~ .

~. . .

.; "-
Expected Benefits to Consumers

. ~: ~: ; f .... .... #' '. "" •• ..;-~ ....

~ Expected Costs Incurred"by the COLRs

- QxExpected Support Payments to COLRs

-. -
" -

, 7 -

•
That is, the strategies are assumed to form a Nash equilibrium of the auction game.

ThiS is not an assumption I make happily. I make it because it makes the analysis
tractable and leads to intuitively sensible results. Also, the auction obtained from
the analysis has at least some robustness: identical recommendations are obtained
when the ratio of fixed tei variable costs are the same across bidders.

This assumption sets· aside the question of reserves, Le.• maximum opening bids.
As we shall see later; the franchises offered for auction are dfltermined by a
nomination process with a workable reserve determined as part of that process.

•

10 .Myerson. Roger, "Optimal Auction Design." Mathematics ofOperations Research 6
(1981): 58-73.
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where a is a parameter indicating the costs of distortions created by the support

-
payments to the COLRs.11 The benefit to consumers is assumed to be B, if there is just

one COLR; 8,+82if there are two COLRs, and so on, with B" denoting the'incremental

benefit of introducing an nt1l COLR to compete in providing universal service.

The analysis characterizes the optimal auction in terms of the outcomes that

ensue. To avoid technical problems, we limit our analysis here to what the modem

economic auction theory literature calls the -regular ~se.-

Then, an auction design that always selects at least one winner is optimal.if and

only if its outcomes have these two characteristics: (1) bidders with sufficiently high

costs cannot expect to profit from participating in the auction and (2) for any profile of
. .

actual costs. the set of bidders selected to be COLRs maximizes the expected benefits
• ," ~ 0' •• ' • 0 ' •".' I.

to consumers minus the expected ~sts incur:red. ,minus ~ times a -virtual cosr (which

is a theoretical construct consisting of the actual cost adjusted upwards to account for

bid~ing incentives). If the bidders are otherwise symmetric. mUltiple COLRs are most

likely when the low cost bidders' cost levels are close together.

, One immediate imp.lation of this characterization is that multiple round auctions,

. which the FCC has used successfully in other contexts. are not well adapted to this

context. To see why. con.id~r the simplest case with just two bidders. An efficient

multiple round auction w~uld then need to s~ify that a support payment near the

11 More exactly. the distortion is created by the surcharge or tax used to finance the
subsidy.
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reserve is paid to both bidders if the auction ends immediately after opening bids near

- .
the reserve. With such rules, it is often consistent with rational behavior by both bidders

for neither to lower the bid below the reserve even if the two bidders' costs are very

different and much lower than the reserve. '2 In plain English, a multiple round auction

that tries to implement the efficient outcome rule is exeeptionally vulnerable to both

explicit and implicit collusion. Such collusion is undesirable because it would be likely to

result in unnecessarily high support payments and the inclusion of inefficient COLRs

among the winning bidders.

An auction design that does encourage efficient outcomes in case there are just

tWo bidders is the sealed tender auction in which two COLRs are~if the

second lowest bid is close e~ough to the lowestbid. The support payment may be set

equal to the highest accepted bid (although, as we shaH see later. other payment rules

are also permitted by the theory). An important advantage of the proposed sealed

, .,

tender auction compared to the multiple round design is that it creates a powerful

incentive for each bidder to defect from any pre-auction collusive agreement by

undercutting its rival's bid in order to acquire the exclusive right to receive support

payments for COLR services. , "

--

This analysis implies that a~ auction ~n be' used to encourage co~petition both
...

•
for the market and in the matJ<et even when there are only two bidders. Of course, the

idea can also be extend~ to apply when there are mor!! than two bidders. For a simple

12 That is, strategies incorporating this behavior may comprise a Nash eEtuilibrium.
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(though unrealistic) example. suppose 82=8,=", (meaning that the incremental benefit

- .
of additional competitors is the same for each extra competitor), Let us assume for the

cost calculation that the COLRs would share the market equally. Then. in the optimal

auction. the n'" lowest bidder should be included as a COLR only if the n-1 lower

bidders are included and the cost of the ". lowest bidder does not exceed the average

of the costs of the n-1 lower bidders by more than a specified amount c.1
$ In the

interests of simplicity, one might use an -approximation- of this outcome rule by

specifying that all bidders whose bids are within some amount tt of the lowest bid are

included.

. Genenl'ly, with more than two bidders, the form of the optimal auction depends

on several things, including prominently the relative magnitudes of 82t B~ etc. On the.' -

Dais of economic theory, it is reasonable to suppOse that the benefits of additional .

competition dectine 8S the number of competitors increase, that is, 82>83>84>.... The

theoretically optimal rule in this case depends on the likely market shares of the bidders

as detennined by their various costs. If one assumes that the COLRs will eventually;; .

have ioughly equal market shares, the optimal rule would be to include the n'" bidder as
,

a COLR if its cost is not too much higher than the average of the cost of the n-110wer

. cost bidders. As a practical approximation of the actual optimal outcome rule. one might

set the outcome rule in an actual"audion as follows.

"3 If the shares are not equal. the relevant comparison is between the cost of the n'"
. bidder and the weighted average cost of the n-1 lower cost bidders. weighted

according to the number of customers taken from each bidder by the ,;a bidder,

,
\


